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China’s Economic Conditions 



Summary 

Since the initiation of economic reforms 30 years ago, China has become one 
of the world’s fastest-growing economies. From 1979 to 2007 China’s real gross 
domestic product (GDP) grew at an average annual rate of 9.8%. Real GDP grew 
11.4% in 2007 (the fastest annual growth since 1994). However, China faces a 
number of challenges, including the fallout from the global financial crisis, 
widespread government corruption, an inefficient banking system, over-dependence 
on exports and fixed investment for growth, pollution, widening income disparities, 
growing inflationary pressures, and the current global financial crisis. The Chinese 
government has indicated that it intends, over the coming years, to create a 
“harmonious society” that would promote more balanced economic growth and 
address a number of economic and social issues. 

Trade and foreign investment continues to play a major role in China’s booming 
economy. From 2004 to 2007, the value of total Chinese merchandise trade nearly 
doubled. In 2007, China’s exports (at $1,218 billion) exceeded U.S. exports (1,162 
billion) for the first time. China’s imports were $956 billion and its trade surplus was 
$262 billion (a historic high). Well over half of China’s trade is conducted by 
foreign firms operating in China. The combination of large trade surpluses, foreign 
direct investment flows, and large-scale purchases of foreign currency have helped 
make China the world’s largest holder of foreign exchange reserves at $1.9 trillion 
at the end September 2008. 

China’ s economy continues to be a concern to many U.S . policymakers. On the 
one hand, U.S. consumers, exporters, and investors have greatly benefitted from 
China’s rapid economic and trade growth. On the other hand, the surge in Chinese 
exports to the United States has put competitive pressures on various U.S. industries. 
Many U.S. policymakers have argued that China often does not play by the rules 
when it comes to trade and they have called for greater efforts to pressure China to 
fully implement its World Trade Organization (WTO) commitments and to change 
various economic policies deemed harmful to U.S. economic interests, such as its 
currency policy, its use of subsidies to support state-owned firms, trade and 
investment barriers to U.S. goods and services, and failure to ensure the safety of its 
exports to the United States. Concerns have also been raised over China’s rising 
demand for energy and raw materials, its impact on world prices for such 
commodities, increased pollution levels, and efforts China has made to invest in 
energy and raw materials around the world, including countries (such as Iran and 
Sudan) where the United States has political and human rights concerns. The current 
global financial crisis has raised a number of questions over how China might 
respond in terms of stimulating its own economy and possibly assisting troubled 
economies around the world. 

This report provides an overview of China’ s economic development, challenges 
China faces to maintain growth, and the implications of China’s rise as a major 
economic power for the United States. This report will be updated as events warrant. 
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China’s Economic Conditions 

The rapid rise of China as a major economic power within a time span of about 
30 years is often described by analysts as one of the greatest economic success stories 
in modern times. From 1979 (when economic reforms began) to 2007, China’s real 
gross domestic product (GDP) grew at an average annual rate of over 9.8%; in 2007, 
it rose by 1 1.4%. The Chinese economy in 2007 (in real terms) was nearly 14 times 
larger than it was in 1979, and real per capita GDP was more than 10 times larger. 
By some measurements, China is now the world’s second largest economy and some 
analysts predict it could become the largest within a few decades. 

China’s economic rise has led to a substantial increase in U.S. -China economic 
relations. Total trade between the two countries surged from $5 billion in 1980 to 
$387 billion in 2007 (U.S. data). In 2007, China was the United States’ second 
largest trading partner, its third largest export market, and its largest source of 
imports. Many U.S. companies have extensive manufacturing operations in China 
in order to sell their products in the booming Chinese market and to take advantage 
of low cost labor for manufacturing products for export. These operations have 
helped U.S. firms remain internationally competitive and have supplied U.S. 
consumers with a variety of low cost goods. China’s large-scale purchases of U.S. 
Treasury securities have enabled the federal government to fund its budget deficits 
and help keep U.S. interest rates relatively low. 

However, the emergence of China as a major economic superpower has raised 
concern among many U.S. policymakers. Some express concern over the large and 
growing U.S. trade deficits with China, which rose from $10.4 billion in 1990 to 
$256 billion in 2007, and are viewed by many Members as an indicator that U.S.- 
Chinese commercial relations are imbalanced or unfair. Others claim that China uses 
unfair trade practices (such as an undervalued currency and subsidies to domestic 
producers) to flood U.S. markets with low cost goods, and that such practices 
threaten American jobs, wages, and living standards. Numerous bills have been 
introduced in the 1 10 th Congress to address various Chinese economic trade practices 
deemed to be unfair, such as its currency policy. 

China faces a number of significant economic challenges, including the fallout 
from the global financial crisis (which could slow its exports and hence economic 
growth), a weak banking system, widening income gaps, growing pollution, 
unbalanced economic growth (through over-reliance on exports), and widespread 
economic efficiencies resulting from non-market policies. The Chinese government 
views a growing economy as vital to maintaining social stability. 

This report provides background on China’s economic rise and current 
economic structure and the challenges China faces to keep its economy growing 
strong, and describes Chinese economic policies that are of concern to U.S. 
policymakers. 
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Most Recent Developments 

• On November 20, 2008, the Bank of China reported that the 
exchange rate between the Chinese renminbi and the U.S. dollar 
stood at 6.83, an appreciation of 18.7% since China’s currency was 
reformed in July 2005. 

• On November 15, 2008, Chinese President Hu Jintao attended the 
summit meeting of the Group of 20 (G-20) countries in Washington, 
D.C. to discuss the current global financial crisis. Hu stated that 
“steady and relatively fast growth in China is in itself an important 
contribution to international financial stability and world economic 
growth.” 

• On November 9, 2008, the Chinese government announced it would 
implement a two-year $586 billion stimulus package, mainly 
dedicated to infrastructure projects. 

• On October 24, 2008, the Chinese government reported that 
approved foreign direct investment over the first nine months of 
2008 had fallen by 26% over the same period in 2007. 

• On October, 8 2008, China’s central bank announced plans to cut 
interest rates and the reserve-requirement ratio in order to help 
stimulate the economy. The announcement coincided with 
announcements by the U.S. Federal Reserve and other central banks 
of major economies around the world to lower their benchmark 
interest rates. China cut its rates again on October 29. 

• On June 13, 2008, the Netherlands Environmental Assessment 
Agency announced that, according to its estimates, China in 2007 
became the world’s largest emitter of C0 2 , surpassing the United 
States by 14%, and accounting for two-thirds of last year’s global 
carbon dioxide increase. 

• On May 12, 2008, China’ s Sichuan Province was struck by a strong 
earthquake. The Chinese government estimated that (as of June 23, 
2008) 69,181 people were killed, 374,171 injured, and 18,498 were 
missing. 



An Overview of China’s Economic Development 

China’s Economy Prior to Reforms 

Prior to 1979, China maintained a centrally planned, or command, economy. 
A large share of the country’s economic output was directed and controlled by the 
state, which set production goals, controlled prices, and allocated resources 
throughout most of the economy. During the 1950s, all of China’s individual 
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household farms were collectivized into large communes. To support rapid 
industrialization, the central government undertook large-scale investments in 
physical and human capital during the 1960s and 1970s. As a result, by 1978 nearly 
three-fourths of industrial production was produced by centrally controlled state- 
owned enterprises according to centrally planned output targets. Private enterprises 
and foreign-invested firms were nearly nonexistent. A central goal of the Chinese 
government was to make China’s economy relatively self-sufficient. Foreign trade 
was generally limited to obtaining only those goods that could not be made or 
obtained in China. 

Government policies kept the Chinese economy relatively stagnant and 
inefficient, mainly because there were few profit incentives for firms and farmers; 
competition was virtually nonexistent, and price and production controls caused 
widespread distortions in the economy. Chinese living standards were substantially 
lower than those of many other developing countries. The Chinese government 
hoped that gradual reform would significantly increase economic growth and raise 
living standards. 

The Introduction of Economic Reforms 

Beginning in 1979, China launched several economic reforms. The central 
government initiated price and ownership incentives for farmers, which enabled them 
to sell a portion of their crops on the free market. In addition, the government 
established four special economic zones along the coast for the purpose of attracting 
foreign investment, boosting exports, and importing high technology products into 
China. Additional reforms, which followed in stages, sought to decentralize 
economic policymaking in several sectors, especially trade. Economic control of 
various enterprises was given to provincial and local governments, which were 
generally allowed to operate and compete on free market principles, rather than under 
the direction and guidance of state planning. Additional coastal regions and cities 
were designated as open cities and development zones, which allowed them to 
experiment with free market reforms and to offer tax and trade incentives to attract 
foreign investment. In addition, state price controls on a wide range of products were 
gradually eliminated. 

China’s Economic Growth Since Reforms: 1979-Present 

Since the introduction of economic reforms, China’s economy has grown 
substantially faster than during the pre-reform period (see Table 1). From 1960 to 
1978, real annual GDP growth was estimated at 5.3% (a figure many analysts claim 
is overestimated, based on several economic disasters that befell the country during 
this time, such as the Great Leap Forward from 1958-1960 and the Cultural 
Revolution from 1966-1976). During the reform period (1979-the present), China’s 
average annual real GDP grew by 9.8%; it grew by an estimated 1 1 .4% in 2007 over 
the previous year. Since economic reforms were begun, the size of the economy in 
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real terms has increased 14-fold, and real per capita GDP (a common measurement 
of living standards) has gone up 10-fold. 1 

Table 1. China’s Average Annual Real GDP Growth: 1960-2008 



Time 


Average Annual 


Period 


Growth (%) 


1960-1978 (pre-reform) 


5.3 


1979-2007 (post-reform) 


9.8 


1990 


3.8 


1991 


9.3 


1992 


14.2 


1993 


14.0 


1994 


13.1 


1995 


10.9 


1996 


10.0 


1997 


9.3 


1998 


7.8 


1999 


7.6 


2000 


8.4 


2001 


8.3 


2002 


9.1 


2003 


10.0 


2004 


10.1 


2005 


9.9 


2006 


11.1 


2007 


11.4 


First half 2008 


11.4 



Source: Official Chinese government data and Economist Intelligence Unit. 



Causes of China’s Economic Growth 

Economists generally attribute much of China’s rapid economic growth to two 
main factors: large-scale capital investment (financed by large domestic savings and 
foreign investment) and rapid productivity growth. These two factors appear to have 
gone together hand in hand. Economic reforms led to higher efficiency in the 
economy, which boosted output and increased resources for additional investment in 
the economy. 

China has historically maintained a high rate of savings. When reforms were 
initiated in 1979, domestic savings as a percentage of GDP stood at 32%. However, 
most Chinese savings during this period were generated by the profits of state-owned 
enterprises (SOEs), which were used by the central government for domestic 



1 Calculated by CRS from data in Global Insight’s Country Intelligence on China’s 
Economy, Detailed Quarterly Forecast, January 2, 2008. 
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investment. Economic reforms, which included the decentralization of economic 
production, led to substantial growth in Chinese household savings (these now 
account for half of Chinese domestic savings). As a result, savings as a percentage 
of GDP has steadily risen; it reached nearly 50% in 2005, among the highest savings 
rates in the world. 

Several economists have concluded that productivity gains (i.e., increases in 
efficiency in which inputs are used) were another major factor in China’s rapid 
economic growth. The improvements to productivity were caused largely by a 
reallocation of resources to more productive uses, especially in sectors that were 
formerly heavily controlled by the central government, such as agriculture, trade, and 
services. For example, agricultural reforms boosted production, freeing workers to 
pursue employment in the more productive manufacturing sector. China’s 
decentralization of the economy led to the rise of nonstate enterprises, which tended 
to pursue more productive activities than the centrally controlled SOEs. 
Additionally, a greater share of the economy (mainly the export sector) was exposed 
to competitive forces. Local and provincial governments were allowed to establish 
and operate various enterprises on market principles, without interference from the 
central government. In addition, foreign direct investment (FDI) in China brought 
with it new technology and processes that boosted efficiency. 



Measuring the Size of China’s Economy 

The actual size of the China’s economy has been a subject of extensive debate 
among economists. Measured in U.S. dollars using nominal exchange rates, China’s 
GDP in 2007 was $3.2 trillion; its per capita GDP (a commonly used living- standards 
measurement) was $2,450. Such data would indicate that China’s economy and 
living standards are significantly lower than those of the United States and Japan, 
respectively considered to be the number-one and number-two largest economies (see 
Table 2). 

Many economists, however, contend that using nominal exchange rates to 
convert Chinese data into U.S. dollars substantially underestimates the size of 
China’s economy. This is because prices in China for many goods and services are 
significantly lower than those in the United States and other developed countries. 
Economists have attempted to factor in these price differentials by using a purchasing 
power parity (PPP) measurement, which attempts to convert foreign currencies into 
U.S. dollars on the basis of the actual purchasing power of such currency (based on 
surveys of the prices of various goods and services) in each respective country. This 
PPP exchange rate is then used to convert foreign economic data in national 
currencies into U.S. dollars. 

Because prices for many goods and services are significantly lower in China 
than in the United States and other developed countries (while prices in Japan are 
higher), the PPP exchange rate raises the estimated size of Chinese economy from 
$3.2 trillion (nominal dollars) to $7.3 trillion (PPP dollars), significantly larger than 
Japan’s GDP in PPPs ($4.3 trillion), and a little over half the size of the U.S. 
economy. PPP data also raise China’s per capita GDP from $2,450 (nominal) to 




